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R determ ned a deficiency and an addition
to tax under sec. 6651(a)(1), I.RC, for failure
to file ontime. 1In response, P clained a
qgual i fied busi ness stock excl usion under sec.
1202, 1. R C., deductions for uncollected software
devel opnment invoi ces under sec. 165, |I.R C., as
busi ness | osses or, alternatively, under sec. 166,
| . R C., as bad debt |osses, and deductions for
nmeal s and entertai nnent, advertisenent, rent, and
utilities expenses under sec. 162, |I.R C

Held: P may not claima sec. 1202, |I.R C
qual i fi ed busi ness stock exclusion to shield from
tax any part of the proceeds fromthe sale of
stock acquired upon exercise of enployee stock
options where P has not established that either
the options or the stock constituted qualified
smal | busi ness stock within the neaning of sec.
1202, I.R C
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Hel d, further, P may not deduct billed and
unrecei ved anounts that have not been previously
i ncluded in incone.

Hel d, further, P may not deduct as busi ness
expenses neals and entertai nnent, advertisenent,
rent, and utilities expenditures that are
substantiated solely by a log of such expenditures
and in the absence of any primary evidence of
havi ng made such expenditures.

Held, further, Pis liable for the late
filing addition to tax where he has admtted to
having filed his return late and has failed to
provi de any reasons for the del ay.

Si vat har an Nat kunanat han, pro se.

Robert H. Berman, for respondent.

MVEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

WHERRY, Judge: This case is before the Court on a petition
for redeterm nation of deficiency, an addition to tax under
section 6651(a)(1)! for a failure to file on tine, and an
accuracy-rel ated penalty under section 6662(a) that respondent
determ ned for petitioner’s 2003 tax year. After nutual

concessions, ? the issues for decision are:

1Al section references are to the Internal Revenue Code
(Code) of 1986, as anmended and in effect for the tax year at
issue. All Rule references are to the Tax Court Rul es of
Practice and Procedure.

2Petitioner conceded the followi ng anounts of previously
unreported inconme itenms: $90 (interest), $460 (dividend), and
$25,182 (State refunds, credits, or offsets). Respondent
(continued. . .)
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(1) Whether petitioner is entitled to the qualified smal
busi ness stock exclusion of section 1202;

(2) whether petitioner is entitled to business |oss or bad
debt deductions for contracted paynent anounts for software
devel opnent that he was unable to coll ect;

(3) whether petitioner is entitled to business expense
deductions for neals and entertai nnent, advertisenent, rent, and
utilities expenditures in excess of those respondent allowed or
conceded; and

(4) whether petitioner is liable for an addition to tax
under section 6651(a)(1).

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.

The stipulation of facts and the attached exhibits are

2(...continued)
conceded various | osses and deductions that were previously
di sall oned. These included an S corporation |oss of $7,706
cl ai med on Schedul e E, Supplenental |Incone and Loss, a $26, 919
deduction for unrei nbursed enpl oyee expenses cl ai ned on Schedul e
A, Item zed Deductions, and the foll ow ng deductions cl ained on
Schedule C, Profit or Loss From Business: $7,787 (car and truck
expenses), $2,106 (travel expenses), $3,257 (legal and
pr of essi onal services expenses), $5,250 (depreciation and section
179 expenses), $2,559 (office expense), $500 (repairs and
mai nt enance expenses), $1,200 (taxes and |icense expenses),
$1, 849 (tel ephone expenses) $90 (bank charges), $593 (dry
cl eani ng expenses) and $455 (DSL expenses). |In a posttrial
brief, respondent also conceded the accuracy-rel ated penalty
under sec. 6662(a). Finally, petitioner and respondent have
agreed upon a Schedule A item zed deduction of $8,523 for cash
charitable contributions instead of the previously clained
$17,374, with petitioner conceding the renainder.
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i ncorporated herein by this reference. Petitioner resided in
California at the tine he filed the petition.

Petitioner becane an enpl oyee of Cognet M crosystens
(Cognet), a donestic C corporation, before 2001. Sone tine
during his enploynment at Cognet, petitioner received options to
purchase Cognet stock as conpensation for services rendered to
that corporation. Petitioner retained these options until after
Cognet nerged with Intel Corp. (Intel), another donmestic C
corporation, in 2001. As part of the nerger agreenent,
petitioner’s options to purchase Cognet stock converted into
options to purchase Intel stock. Petitioner exercised his
options to purchase Intel stock sonetine in the fourth quarter of
2003 and on the sane day sold the Intel stock that he had
recei ved upon exercise for a gain of $295,6285. This amount was
reported on a Form W2, Wage and Tax Statenent, that petitioner
received fromlintel for 2003.

Petitioner’s original Federal inconme tax return for 2003 was
prepared and signed on Cctober 15, 2004, and received by
respondent on Cctober 21, 2004, nore than 6 nonths after its due
date of April 15, 2004. This return showed a tax liability of
$50, 850, taxes withheld of $26,437, and, after adding a self-
reported estimated tax penalty of $554, a bal ance due of $24, 967.

Petitioner has subsequently sought to amend this return on at
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| east three separate occasions.® Wrking frompetitioner’s
original 2003 return, respondent determ ned a deficiency of
$126,089. Respondent al so i nposed an addition to tax of
$19,279.55 for late filing. On May 3, 2007, respondent sent
petitioner, who resided in California at that tinme, a statutory
notice of deficiency.* Petitioner, who continued to be a
California resident, filed atinmely mailed petition with this
Court on August 2, 2007, requesting a trial in Los Angeles,
California. The trial was held on October 23, 2008.

OPI NI ON

At the trial and in his posttrial briefs and other filings,

petitioner clainms that he is not liable for the deficiency but
is, in fact, owed a refund of at |east $26,437, the entire anount
of Federal inconme tax wthheld for 2003. |In support of this
claim petitioner advances three broad argunents. First, he
contends that the qualified small business stock excl usion of
section 1202 applies to his sale of Intel stock and, therefore,

he is entitled to exclude 50 percent of the resulting gain.

SAmrended i ncone tax returns on Forms 1040X, Anended U.S.
| ndi vi dual I ncone Tax Return, for 2003 for petitioner were
recei ved by respondent on Nov. 10, 2005, and Apr. 22, 2008,
respectively. Subsequently, after the record in this case was
cl osed upon the filing of reply briefs, petitioner sought to file
anot her anended return on Form 1040X for 2003 dated Apr. 15,
20009.

“ln this notice of deficiency, respondent also deterni ned an
accuracy-rel ated penalty under sec. 6662(a) of $12,998.80 that he
subsequent|ly conceded. See supra note 2.
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Second, petitioner argues that his failure to collect on invoiced
anount s under software design and devel opnent contracts
constitute business | osses or bad debt |osses. Therefore, he is
entitled to deduct such anbunts. And third, petitioner clains
that a “busi ness purpose log” listing expenditures for neals and
entertai nment, advertisenent, rent, and utilities, that “contains
generic points of discussion relating to business * * * should
satisfy the substantiation requirenents” of section 162 and,
where applicable, section 274. Consequently, he is entitled to
deduct the expense amobunts shown on the log. For the reasons
di scussed bel ow, we reject each of these argunents.

We note initially that petitioner has neither argued nor
establ i shed that section 7491(a) applies to shift the burden of
proof to respondent on any of the three argunents that he nakes.
Consequently, petitioner bears the burden of proof for each of
these argunents. See Rule 142(a).

| . Section 1202 Qualified Small Business Stock Excl usion

Section 1202(a) (1) provides that “In the case of a taxpayer
ot her than a corporation, gross incone shall not include 50
percent of any gain fromthe sale or exchange of qualified snal
busi ness stock held for nore than 5 years.” Section 1202(d) (1)
defines “qualified small business” as “any donestic corporation
which is a C corporation if * * * the aggregate gross assets of

such corporation imedi ately after the issuance (determ ned by
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taking into account anounts received in the issuance) do not
exceed $50, 000,000”. To qualify for the exclusion under section
1202, the C corporation that issued the stock nust have satisfied
the gross assets test and constituted a qualified small business
“as of the date of issuance” of such stock. Sec. 1202(c)(1)(A).
Stock in such a C corporation, which “is acquired by the taxpayer
at its original issue * * * as conpensation for services provided
to such corporation”, constitutes “qualified small business
stock” for purposes of section 1202. Sec. 1202(c)(1)(B).

Petitioner seeks to invoke section 1202 to exclude fromhis
gross incone 50 percent of the gain he realized on the sale of
Intel stock that he had received by exercising his Intel options.
Though petitioner concedes that he “sold the Intel Options [sic]
on the same day he exercised thenf, he argues “that the Intel
Options he exercised are in fact Qualified Small Business Stock
* * * since they were received by converting the Cognet Options,
during the M&A of Cognet with Intel.” In support, petitioner
cites section 1202(f), which provides:

I f any stock in a corporation is acquired solely through the

conversion of other stock in such corporation which is

qualified small business stock in the hands of the

t axpayer —-

(1) the stock so acquired shall be treated as qualified
smal | busi ness stock in the hands of the taxpayer, and

(2) the stock so acquired shall be treated as having
been hel d during the period during which the converted stock
was hel d.
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Notwi t hstanding his citation of the provisions of section
1202(f) that allow for carryover treatnent and tacking on of a
hol di ng peri od upon conversion of small business stock into other
stock, petitioner does not assert that he ever held Cognet stock
t hat he subsequently converted into Intel stock. |Instead,
petitioner seens to be arguing that references to the term
“stock” in section 1202 should be read to include options to
acquire stock. As we explain later, we do not believe that the
term*®“stock” in section 1202 includes options to acquire stock.
Even if it did, however, petitioner has failed to establish that
Cognet constituted a qualified small business on the day or days
that he received his options and that he held such options for
nore than 5 years.

There are no bal ance sheets or other financial statenents of
Cognet in the record that establish the anounts of total assets,
total liabilities, or owner’s equity of Cognet at any tine, and
petitioner made no attenpt to introduce any such evidence at

trial.® In the absence of any such evidence, we cannot deterni ne

SAfter the trial petitioner attached to his reply brief a
docunent purporting to be a statenment by the chief executive
of ficer of Cognet at the tinme of its acquisition by and nerger
with Intel declaring that “To the best of ny recollection, the
conpany’s assets, including physical assets and total val ue of
out st andi ng shares did not exceed $50, 000, 000 before the
acqui sition.” [Enphasis added.] Subsequently, after the record
had cl osed upon the filing of reply briefs, petitioner filed a
notion for | eave to reopen the record in order to introduce a
notari zed version of this and ot her docunents. A notarized

(continued. . .)
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t he val ue of Cognet’s gross assets at the tine that it issued
options to petitioner and, therefore, cannot conclude that Cognet
constituted a qualified small business within the neaning of
section 1202(d) (1) at that tine.

The record is simlarly devoid of facts that woul d establish
petitioner’s 5-year hol ding period for purposes of section
1202(a)(1). The only fact that can be ascertained in this
respect is that petitioner held Intel options fromthe tinme of
Cognet’s nerger with Intel sonetinme in 2001 until he exercised
these options sonetine in the fourth quarter of 2003, a period
that could not have exceeded 3 years. There is no nention in the
record of the date or dates when petitioner received Cognet
options or how |l ong he had held these options before Cognet
merged with Intel. W are, therefore, unable to concl ude that
petitioner satisfied the 5-year hol ding period requirenent of
section 1202(a)(1).

Tax deductions are a matter of |egislative grace, and a

t axpayer has the burden of proving that he is entitled to the

5(...continued)
witten statenent from Cognet’s chief executive officer, even if
it were introduced at trial, could have been subject to a hearsay
obj ection and, absent concessions or stipulation by respondent,
woul d probably not have been admtted into evidence. But here,
where the purported statenent constitutes an affidavit attached
to a brief, Rule 143(b) explicitly bars us fromconsidering it as
evi dence. W have previously issued an order denying
petitioner’s notion to reopen the record as inappropriate because
petitioner has not shown good cause for his failure to introduce
such evidence at trial
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deductions clainmed. Rule 142(a)(1l); INDOPCO, lnc. V.

Commi ssioner, 503 U.S. 79, 84 (1992); New Colonial Ice Co. v.

Hel vering, 292 U. S. 435, 440 (1934). Petitioner has failed to
establish that Cognet was a qualified small business as specified
in section 1202(d)(1). Further, even assum ng arguendo that
options are stock for purposes of section 1202(f), petitioner has
not shown that he held his Cognet and Intel options for a

conbi ned duration of nore than 5 years. Therefore, we hold that
petitioner may not avail hinself of the qualified small business
stock exclusion of section 1202.

Even if Cognet was a qualified small business within the
meani ng of section 1202(d) (1) and petitioner had held his options
for nore than 5 years, on the facts we would remai n unper suaded
that petitioner is entitled to the benefits of section 1202.
Section 1202 refers to the “gain fromthe sale or exchange of
qualified small business stock”. Petitioner with his facts has
failed to establish that the term*“qualified small business
stock”, as used in section 1202, should be read to include his
options to acquire such stock.

Section 1202 itself does not define the term “stock” or
ot herw se specify what securities constitute stock for purposes
of the qualified small business stock exclusion. By conparison,
sonme provisions of the Code explicitly specify that the term

“stock” includes options to acquire stock. See, e.g., sec.
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305(d) (1) (“For purposes of this section, the term‘stock
includes rights to acquire such stock.”); sec. 1091(a) (sane).
We are unaware of any authority that has interpreted the term
“stock” for purposes of section 1202. However, we have
previously declined to extend the term “stock” beyond its plain
meaning in a statutory provision and construe it expansively to

i nclude options to acquire stock. See Gantner v. Conm Ssioner,

91 T.C. 713 (1988) (options to purchase stock are not “shares” of
“stock or securities” under the plain | anguage of section 1091,
whi ch was subsequently anended to explicitly provide otherw se),
affd. 905 F.2d 241 (8th Gr. 1990). Moreover, the legislative

hi story of section 1202 suggests that Congress did not intend
section 1202 to cover options to acquire stock.

Section 1202 was added to the Code by the Omi bus Budget
Reconciliation Act of 1993, Pub. L. 103-66, sec. 13113(a), 107
Stat. 422. The acconpanyi ng conference report included the
follow ng statenent: “Stock acquired by the taxpayer through the
exercise of options * * * is treated as acquired at original
i ssue. The determ nation whether the gross assets test is nmet is

made at the tinme of exercise * * * and the hol ding period of such

stock is treated as beginning at that time.” H Conf. Rept. 103-
213, at 526 (1993), 1993-3 C. B. 393, 404 (enphasis added). The
second sentence of the excerpt fromthe conference report quoted

above, in the absence of any countervailing argunment by
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petitioner, suggests to us that the original issuance
contenpl ated by section 1202 in petitioner’s case would be the
i ssuance of Intel stock to petitioner upon exercise of his
options. This conclusion seens appropriate since both the
application of the gross assets test and the comencenent of the
hol di ng period would occur at the tinme of such exercise.

Reading the term “stock” as used in section 1202 to excl ude
petitioner’s options to acquire stock, we hold that petitioner
coul d not possibly have satisfied the 5-year hol ding period
requi renment of section 1202(a)(1l). Petitioner concedes that he
sold the Intel stock received upon exercise of his options on the
sanme day that he had exercised the options. Therefore, the
period during which petitioner could have held qualified snal
busi ness stock woul d, at nost, have |lasted 1 day. Moreover, for
the stock underlying petitioner’s options to constitute qualified
smal | busi ness stock under section 1202(d) (1), the aggregate
gross assets of Intel on the date of exercise would have to have
been | ess than or equal to $50 million. Petitioner nmakes no such
clains with respect to Intel’s aggregate gross assets.

Petitioner makes a second argunment in an effort to alleviate
the tax burden of the gain he realized fromthe sale of the Intel
stock. He clains that he was a “partner of ‘Thanikai Partners’,
an uni ncor porated partnership formed under the |laws of the State

of California on Septenber 16, 1996”, that he continued to renmain
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a partner of that partnership when he sold the Intel stock, and
that he distributed the resulting “gain of the partnership to its
partners, who wanted the distribution to be nade according to
partners’ w shes.”
Petitioner’s argument flies in the face of a fundanental
principle of tax law, that incone is taxed to the person who

earns it. Lucas v. Earl, 281 U S 111, 114-115 (1930). A

t axpayer entitled to receive inconme cannot avoid tax on that
i ncome by assigning it to sonebody el se, even where the

assi gnnent precedes the receipt of incone. See also Helvering v.

Horst, 311 U. S. 112 (1940). However, petitioner is actually
seeking to assign his incone away after he has, in fact, received
it. As stated above, petitioner’s options to purchase Cognet
stock constituted conpensation for services rendered to that
corporation. The Form W2 petitioner received fromlintel for the
year 2003 establishes that petitioner had both earned and

recei ved the inconme representing the gain realized on the sale of
the Intel stock. Wether petitioner was a partner in a
partnership does not affect the fact that it was petitioner

al one, and no other person or entity, that had earned and
received this incone. Petitioner cannot avoid tax on this incone
by claimng that the proceeds have been distributed to his

partners.
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1. Software Design and Devel opment Losses

Petitioner seeks deductions for |osses that he clains to
have suffered in connection with three separate software design
and devel opnent agreenents. He alleges that after having
delivered the contracted work he was |eft with unpaid invoi ces of
$137, 106, $3,211, and $168,740. Petitioner argues that he
“sustained | osses fromthe agreenents, with the delivery of the
products and the non-paynent of |nvoices by the Custoner”.
Therefore, he should be allowed to deduct these uncollected
anmopunts “in full under any of the * * * Sections 165, 166, 174(a)
and 1060."

We consider in reverse order these four Code sections that
petitioner has cited. Section 1060 prescribes statutory
allocation rules to be applied to nultiasset sales in conputing
the seller’s gains and | osses and the buyer’s basis and bears no
rel evance to petitioner’s clained | osses.

Section 174(a) and (b) allows a taxpayer, at his el ection,
to either deduct or defer and anortize over a period of not |ess
than 60 nonths certain “research or experinental expenditures”
whi ch are paid or incurred by the taxpayer in connection with the
operation of a trade or business. Expenditures covered by
section 174 include only costs for “research and devel opnent
* * * in the experinental or |aboratory sense.” Sec.

1.174-2(a) (1), Income Tax Regs. This test is net if the



- 15 -
activities are “intended to discover information that would
el imnate uncertainty concerning the devel opnent or inprovenent
of a product.” 1d. Petitioner acknow edges that anmounts
i nvoi ced under the software design and devel opnent agreenents
were for “unique custom zed functional software nodules”. It is
unlikely, therefore, that expenditures nmade in connection with
t hese software devel opnent agreenents were “intended to di scover
information that would elimnate uncertainty concerning the
devel opnment or inprovenent of a product.” Expenditures nmade to
devel op and deliver functional products for use by custoners do
not usually constitute “research and devel opnent * * * in the
experinmental or |aboratory sense.” And though petitioner may
very well have engaged in extensive testing of these software
products in order to ensure conpliance wth custoner
specifications, costs of “the ordinary testing or inspection of
materials or products for quality control” are excluded fromthe
definition of research and experinental expenditures in section
174. See sec. 1.174-2(a)(3)(i), Inconme Tax Regs.

However, the Internal Revenue Service (IRS) has published
gui dance that advi ses taxpayers that “costs paid or incurred in
devel opi ng software for any particular project, either for the
taxpayer’s own use or to be held by the taxpayer for sale or
| ease to others” and without regard to “whether or not the

particul ar software is patented or copyrighted * * * in many
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respects so closely resenble the kind of research and
experinmental expenditures that fall within the purview of 8 174
as to warrant simlar accounting treatnment.” Rev. Proc. 2000-50,
sec. 5.01, 2000-2 C.B. 601, 601. Accordingly, the IRS “wll not
disturb a taxpayer's treatnent” of such costs, where all of them
ei t her
(1) * * * are consistently treated as current expenses
and deducted in full in accordance with rules simlar to
t hose applicabl e under § 174(a); or
(2) * * * are consistently treated as capital
expenditures that are recoverabl e through deductions for
ratabl e anortization, in accordance with rules simlar to
t hose provided by 8§ 174(b) and the regul ati ons thereunder,

over a period of 60 nonths fromthe date of conpletion of
t he devel opnent * * *

Pursuant to Rev. Proc. 2000-50, sec. 5.01(1), a cash basis
t axpayer could deduct “All of the costs properly attributable to
t he devel opnent of software” in the year that the taxpayer nakes
payment on such costs. An accrual or m xed basis taxpayer could
ei t her deduct such costs in the year that they are incurred or,
alternatively, treat them as deferred expenses chargeable to
capi tal account and anortize them over a period of 60 nonths
after devel opnent of the software has been conpleted. In the
Schedules Cfiled with petitioner’s original Federal incone tax
return for 2003 and its successive anendnents, petitioner has
consistently checked the box for “cash” in the line itemfor the

t axpayer’s nethod of accounting. However, in a posttrial brief,
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petitioner clainms that though he “was primarily a Cash Basis
t axpayer for 2003 * * * some itens which were reported qualify
under both Cash Basis, and Accrual Basis of Accounting.” As a
result, “Petitioner specifically demands to * * * report (deduct)
[ such itens] under the Accrual Method of Accounting.”

Petitioner’s clains advanced in a posttrial brief do not
constitute evidence, and we disregard them See Rule 143(b). On
the basis of the nethod of accounting that petitioner declared on
his 2003 Federal inconme tax return, we treat himas a cash basis
t axpayer for tax year 2003. Consequently, under Rev. Proc. 2000-
50, supra, petitioner nmay deduct as software devel opnent expenses
only such expenditures attributable to his three software
devel opnment agreenents that were paid by himin 2003 and that
were not otherw se all owed as deductions. However, petitioner
has failed to introduce any evidence of actual out-of-pocket
expenditures that he made in 2003 and that he has not thus far
deducted in connection with any one of the three software
agreenents at issue. |Instead, petitioner nerely cites Rev. Proc.
2000-50, supra, and insists in self-serving conclusory fashion
that he “incurred | osses fromthe sale of custom zed software”,
that the amount of such losses “is clearly evidenced in the
purchase orders and invoices”, and that this anount “is entitled
for a full deduction” because “he did not charge his capital

account or other expense accounts” for such |losses. But at trial
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he did not call witnesses or introduce evidence that proved any
of these clains.

We further note that petitioner’s argunents for the
deductibility of software devel opnment expenses woul d remain
unavailing even if we were to accede to his demands in his
posttrial brief and treat himas an accrual basis taxpayer for
pur poses of these three software devel opnent agreenents. Under
Rev. Proc. 2000-50, supra, as an accrual or m xed basis taxpayer,
petitioner could deduct previously undeducted costs in connection
with the three software devel opnent projects that were incurred
in 2003 regardl ess of when the paynents were nmade so | ong as such
costs were incurred or accrued during the 2003 tax year. Costs
incurred in an earlier year and capitalized in that year would be
subject to anortization over either 36 or 60 nonths, with any
unanorti zed bal ance becom ng deductible in the year of
di sposition or abandonnent. However, petitioner provides no
evidence in the formof cancel ed checks, bank statenents, bills
or receipts of having actually nade any such paynents that have
not been otherw se allowed as deductions. Nor does he show t hat
such costs were incurred or accrued in 2003 and are, therefore,
properly taken into account in the 2003 tax year.

For simlar reasons, we remain unpersuaded by petitioner’s
sincere argunents under sections 165 and 166. These argunents

woul d have been persuasive to the extent petitioner established
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that he had a tax basis in the receivables or that the clained
| osses on the software agreenents represented out-of - pocket
expenditures that he has nade but not yet deducted. He has
established neither. For such expenditures, section 165(c)(2)
m ght have all owed an ordi nary deduction for a business |o0ss.
Al ternatively, subject to satisfaction of other applicable
conditions, section 166(d) m ght have permtted a short-term
capital |oss deduction for a worthless bad debt. However,
petitioner has failed to introduce any evi dence of actual
undeduct ed cash expenditures that he has made (i.e., costs that
he has incurred) in connection with any one of the three software
agreenents at issue here. |Instead, petitioner alleges in a
posttrial brief that “he provided to the Conm ssioner copies of
purchase orders, invoices, agreenents, and letters * * * [and]
copies of collection letters that [he] had sent to the
custoner[s]” in support of his contention “that the clai ned
‘software design and devel opnent’ loss * * * should be allowed in
full”,

“I't is well settled that a taxpayer is not allowed to reduce
ordinary income actually received by the anount of inconme he

failed to receive.” Hendricks v. Comm ssioner, 406 F.2d 269, 272

(5th Gr. 1969), affg. T.C. Menp. 1967-140; see al so Escofil v.

Conmm ssi oner, 464 F.2d 358, 359 (3d Gr. 1972), affg. T.C Meno.

1971-131; Hutcheson v. Conmm ssioner, 17 T.C 14, 19 (1951).
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| ndeed, it is axionmatic that a deduction cannot be clainmed for
profits that will never be reported as incone. Hort v.

Commi ssioner, 313 U. S. 28, 32-33 (1941); J.G Boswell Co. v.

Commi ssioner, 34 T.C 539, 545 (1960), affd. 302 F.2d 682 (9th

Cr. 1962). Therefore, petitioner may not claimas a business
| oss any part of the uncollected anbunts on the three software
agr eenent s.

Simlarly, petitioner’s claimof a worthless debt under
section 166 cannot be allowed. Section 166(d) allows “a taxpayer
other than a corporation” a deduction for “any nonbusi ness debt
[ whi ch] beconmes worthless within the taxable year.” However,
wort hl ess debts arising fromunpai d wages, fees, and simlar
itens of taxable inconme are not deductible as bad debts unl ess
t he taxpayer has included the anmounts in incone for the year for
whi ch the bad debts are deducted or for a prior tax year because
ot herwi se they have no tax basis.

The debts petitioners clained are for unpaid fees for

petitioner’s services. Petitioners used the cash nethod for

reporting incone and deductions; therefore, fees for
services that remain unpaid have not been included in
income. Such debts do not constitute “bad debts” wthin the
meani ng of section 166 for which a deduction for

wort hl essness nay be clained. * * *

Crosson v. Comm ssioner, T.C. Menp. 2003-170; see also Gertz v.

Commi ssioner, 64 T.C 598, 600 (1975); Prowse v. Conm ssi oner,

T.C. Meno. 2006-120.
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I[11. Trade or Busi ness Expenses

A. CGeneral Deduction Rul es

Deductions are a matter of |egislative grace, and the
t axpayer nmust naintain adequate records to substantiate the
anounts of any deductions or credits clained. Sec. 6001;

| NDOPCO, Inc. v. Conmm ssioner, 503 U S. at 84; sec. 1.6001-1(a),

| ncome Tax Regs.

CGenerally, the Court may allow the deduction of a clained
expense (other than those subjected to the strict substantiation
requi renents of section 274) even where the taxpayer is unable to
fully substantiate it, provided the Court has an evidentiary

basis for doing so. Cohan v. Comm ssioner, 39 F.2d 540, 543-544

(2d Cir. 1930); Vanicek v. Comm ssioner, 85 T.C 731, 742-743

(1985); sec. 1.274-5T(a), Tenporary Incone Tax Regs., 50 Fed.
Reg. 46014 (Nov. 6, 1985). In these instances, the Court is
permtted to approxi mate the all owabl e expense, bearing heavily
agai nst the taxpayer whose inexactitude is of his or her own

maki ng. Cohan v. Conm ssioner, supra at 544.

B. Deductibility of Expenses Relating to Petitioner’s
Schedul e C

Section 162(a) authorizes a deduction for “all the ordinary
and necessary expenses paid or incurred during the taxable year
in carrying on any trade or business”. A trade or business
expense is ordinary for purposes of section 162 if it is normnal

or customary within a particular trade, business, or industry and
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is necessary if it is appropriate and hel pful for the devel opnent

of the business. Conmni ssioner v. Heininger, 320 U S. 467, 471

(1943); Deputy v. du Pont, 308 U S. 488, 495 (1940). 1In

contrast, “personal, living, or famly expenses” are generally
nondeducti bl e. See sec. 262(a).

Certain business expenses described in section 274(d) are
subject to strict substantiation rules that supersede the Cohan

doctrine. Sanford v. Conmm ssioner, 50 T.C 823, 827-828 (1968),

affd. 412 F.2d 201 (2d Cr. 1969); sec. 1.274-5T(a), Tenporary
I ncone Tax Regs., supra. Section 274(d) applies to: (1) Any
travel i ng expense, including neals and | odgi ng away from hone;
(2) entertainnent, anusenent, and recreational expenses; (3) any
expense for gifts; or (4) the use of “listed property”, as
defined in section 280F(d)(4), including passenger autonpbil es.
To deduct such expenses, the taxpayer nust substantiate by
adequate records or sufficient evidence to corroborate the
taxpayer’s own testinony: (1) The anmount of the expenditure or
use, which includes mleage in the case of autonobiles; (2) the
time and place of the travel, entertainnment, or use; (3) its
busi ness purpose; and in the case of entertainment, (4) the
busi ness relationship to the taxpayer of each expenditure or use.
Sec. 274(d) (flush | anguage).

Petitioner clains as trade or busi ness expense deductions

under section 162 the follow ng amounts: $14,701 for neals and
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entertai nnent;® $1,509 for advertising; $1,000 for hone office
rent; and $200 for utilities. Petitioner asserts that he
i ncurred these expenses on behal f of Thani kai Partners, of which
he is a partner. Meals and entertai nment expenses clainmed as
deductions under section 162 are, with limted exceptions,
subject to the substantiation requirenents of section 274(d).
Section 1.274-5T(c), Tenporary Incone Tax Regs., 50 Fed. Reg.
46016 (Nov. 6, 1985), requires a taxpayer to substantiate each
el emrent of an expenditure by adequate record or by sufficient
evi dence corroborating his own statenents. Petitioner here has
made no attenpt to do so. Instead, at trial, he sought to
introduce a printout of a self-created conputer record of neals
and entertai nment expenditures, a so-called neals and
entertai nnent substantiation log. This |og was unacconpani ed by
any primary evidence of the expenditures in the formof receipts,
paid bills, credit card receipts or cancelled checks. In his
posttrial briefs, petitioner does not argue that his clained
deductions for neals and entertai nnent expenses are excepted from
the substantiation requirenents of section 274(d). Instead, he

makes detailed and highly involved argunents on why the 50-

5This was both the total anpbunt of expenses reported and the
total anmount of deductions clainmed for neals and entertainnment.
Petitioner argued for an exception to the general rule under sec.
274(n) (1) that only 50 percent of neals and entertai nnment
expenses be allowed as deduction. As discussed infra, we
consider it irrelevant to exam ne whet her such an exception
appl i es here.
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percent limtation on neals and entertai nment expenses under
section 274(n) does not apply.

In the absence of any showi ng as to when petitioner created
the record of these expenditures and of any primary evi dence that
he had in fact incurred these expenditures, we hold that
petitioner has not net the standard of proof set forth in section
1.274-5T(c), Tenporary Incone Tax Regs., supra, for
substantiating deductions relating to neals and entertai nnent.
We, therefore, disallow such clained expenses in their entirety
and have no reason to address petitioner’s argunents regardi ng
the inapplicability of the 50-percent limtation on such
deducti ons.

Petitioner has also failed to substantiate the clai ned
deduction for advertising. Petitioner’s substantiation was
limted to a printout of a conputer record, a self-styled
“advertisenent substantiation |og” that purportedly |isted
advertising-rel ated expenditures, the magjority of which actually
referred to neals. In his posttrial reply brief, petitioner has
sought to explain this reference by arguing that he is reporting
“advertisenent rel ated business neals under the Adverti senent
substantiation log * * * and all other business neals under [the
separate] neals, and entertai nment substantiation log”. The
substantiation requirenments of section 274(d) for neals and

entertai nment expenses do not allow for an exception nerely
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because the expense was related to advertising. Thus, for the
reasons di scussed above regarding the substantiation of neals and
ent ertai nnent expenses, we disallow the clained deductions with
respect to business neals that petitioner describes as
advertisenment rel ated.

We al so di sall ow deductions for all other clained
advertising expenses. Petitioner has presented no primary
evi dence of having incurred such expenditures or shown how such
expenditures were related to his trade and busi ness. He has,
therefore, failed to neet the adequate records requirenent for
claimng these deductions.

Petitioner’s substantiation for rent and utilities is also
limted to a printout of a conputer record or |og of such
expenditures. In his posttrial briefs, petitioner argues that
t he deductions for rent and utilities should be allowed for use
of arental unit as a honme office. For a honme office deduction,
section 280A requires a showing that the portion of the dwelling
unit clainmed as a hone office be exclusively used on a regul ar
basis as the principal place of business of the taxpayer.
Further, section 280A requires that, in the case of a taxpayer
who is an enpl oyee, the use of the dwelling be for the
conveni ence of the taxpayer’s enployer. Petitioner was an
enpl oyee of Intel during the year 2003 and is presumably

referring to Intel when he states in a posttrial brief that “Due
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to space constraints at Enployer Corporation, the Taxpayer with
ver bal assurances from enpl oyer used his honme office for research
purposes”. Petitioner also clainms he used the hone office for
adm ni strative and managenent activities relating to his alleged
trade or business as an “Engi neer”. However, other than such
self-serving allegations in his posttrial briefs that do not
constitute evidence under Rule 143(b), petitioner has introduced
no evi dence, credible or otherw se, to establish the show ng
requi red under section 280A. W, therefore, deny petitioner’s
cl ai med deductions for rent and utilities.

| V. Section 6651(a)(1) Addition to Tax

Petitioner filed his 2003 return over 6 nonths after its due
date. Respondent has, thus, met his burden of production under
section 7491(c), and in order to avoid the section 6651(a)(1)
addition to tax, petitioner has the burden of proving reasonable
cause and the absence of willful neglect for failure to file on
time. Petitioner, however, failed to offer any explanation at
trial for the delay. Instead, in a posttrial brief, petitioner
“admts Respondent’s stated filing dates [sic] for the Oiginal
Tax Return” and goes on to boldly declare that “when the Court
finds that Petitioner does not owe on the Deficiency, the
penalties, and interest calculated as liabilities against the
Petitioner * * * would becone zero.” Since the petitioner has

admtted to the late filing and failed to offer any reason, |et



- 27 -
al one an excuse, for the delay, we uphold the addition to tax
under section 6651(a)(1) for late filing.

The Court has considered all of petitioner’s contentions,
argunents, requests, and statenents. To the extent not discussed
herein, we conclude that they are neritless, noot, or irrelevant.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




